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OPL NLON
~ This is an appeal under Section 25 of the Bank and Cor po-
ration Franchise Tax act (Chap. 13, Stats. 1929) fromthe acti=
of the Franchise Tax Conm ssioner in overruli n% the protest of
Vortox Manufacturing Conpany against a propose.3 assessnment cf
an additional tax of 4,110,54, W th interest.

~The sole point involved in this appeal IS wiether smawr t:
received as royalties for the use cf patent righis issusd o
the United States Government are subject to inclusica in woe
tax base under this statute. The Commissioner ha g »rcce =l © . i
reliance upon |anguage of the act which apparentiy autherices
himto include such income, while the taxpayer prot:sis thut
this procedure is violative of the Constitution of the Unived
States. The question is of paramunt inportance and presenis
itself in many sinilar appeals. Consequently, We have deferrs:
our decision until now so that we mght be afforded opportunity
for mature deliberati-on on the problem

Section 4 of the Act specifies. that certain classes of
corporation, in which Appellant is apparently included, nust par
annual ly to the State a tax "according to or neasured by" their
net income, less certain offsets for property taxes paid
locally. "Net inconme" is defined in Section 7 of the Act as the
"gross I ncone”, |ess allowable deductions. "Gross income" IS
defined in Section 6 of the Act as fcllows:

~"The term 'gross incone,' as herein used, includes gains,
profits and income derived from the business, of whatever kind
and in whatever formpaid; gains, profits or income from dealin;
in real or personal property; gains, profits or incone received
as conpensation for services, aS interest, rents, conm ssions,
brokerage or other fees, or otherw se received in carrying on
such business; all interest received fromfederal, state, munic.
pal or other bonds, and, except as hereinafter otherw se provia
al | dividends received on stocks,"

There is no provision in the act for the deduction of incer
from tax exenpt sources. For this reason the Comm ssioner has
Insisted upon the inclusion of the royalties from patent rights,"
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aIthouPh it is obvious that the patents thense|lves are not

t axable. (Long v. Rockwood, 277 U. S. 142.) The appedis
based upon the proposition that inclusion of patent royalties in
the tax base is, in effect, taxation of income froma federa

instrumentality.

~In support of this view the Appellant cites two recent,
decisions of the-United States Suprene Court. One of these,
Longv. Rockwood, 277 U S, 142, holds that a state may not tax
directly royalties from patents. The other, Macallen V. Mssa-
chusetts, 279 U. S. 620, holds that, under the guise of an
excise tax measured by net income, @ state may not tax Incone
fron1exenﬁ1 sources, ‘such as federal and state bonds, thereby
acconplishing by indirection what it is forbidden to do directly

Each of these cases involves taxing statutes of the Common-
weal th of Massachusetts, and the Franchise Tax Comm ssioner seek
to differentiate the"history" of the effort to reach tax exenpt
i ncome by "excise" taxation there and in California, V& do not
find the "differences" urged particularly convincing. It Is
true that the taxation of inconme from exenpt sources was sought
to be acconplished in Massachusetts through amendnment of an
existing excise statute rather than through adoption of an
entirely new law as in California. But tO maks this avital
point of difference would be virtually to hold that Massachusett
may not take in two bites what Calirornia may h&aveinone,

Analyzing the former tax on general corporate franchises
assessed ‘under Section 3664d of the Political Code, the Franchit
Tax Conmmi ssioner has attenpted to show that under it the tax
exenpt Pro%erty of corporations was actually included in the
value of the corporate franchises as ascertained by our Board.
This reveals a lack of understanding of what constitutes the
val ue of a corporate franchise, because the constitutional and
statutory provisions under which we proceeded certainly did not
contenplate that the franchise value of corporations would be
increased through their ownership of exenptproperty. In arrivi
at the worth of "a corporate franchise we were required to ascer-
tain the total worth of the corporation through the known val ue
of its stocks and bonds, capitalization of itsS net earnings or
sone other accepted method. From this total corporate worth we
deducted the intrinsic value of its assets, including tax exenpt
3L°p?{tﬁ' in order that we mght arrive at the corporate "excess

I'ch had been established as the proper basis for franchise
assessment. (Mller & Lux v, Richardson, 182 Cal. 115.) Cer-
tainly, this "corporafe excess™ or tranchise value could not be
said to include the value of tax exenpt oproperty.

~Qur forms for report, prepared under the provisions of

Section 3667 of the Political de, called explicitly for "the
mar ket or actual value of non-assessable real and persona
property owned by the conpany” on the assessnent date. They ais
called for the income received fromthis type of property. These
factors were required for the express object of assuring that we
should be in a position to make due allowance for the ownership
of such property and the incone derived therefrom when val uing
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corporate franchises. There is no basis for the assertion that

ourBoardt axed as a part of the value of general Corporate

franchises property exenpted from taxation under the laws of
this State or of the United States.

So far as the policy of the state with reference to tax-
action of banks is concerned, any inference to the-effect that
exenpt property was taxed under subdivision {c) of Section 1k
of Article XIIT of the Constitution or Section 366hcof the
Political Code is drawn in apparent disregard of the fact that
these provisions, called for a tax on bank shares and not on
banks thenselves, It is a fundamental conception of the law
that a tax on the stock of a corporation i s not rendered uncon-
stitutional because the corporation owns securities which are
exenpt fromtaxation, while a tax on those same securities, or
on the incone therefrom would be invalid. = (Bank of Celifurmia
v. Roberts. 248 U. S. 476, 492.) It has Dbeen heid that auvax
upon bank stock IS not a tax on exempt Securities, even though
the value of the stock may be influenced through the ownersiip
of such securities by the bank. (Des Moinss Nagional bank v
Fairweather, 263U.S. 103,) Thereifore, we rind nothing i
The Thistory" of California taxation whi ¢h justifies the ~orcln
sion that we have taxed in the usst, either coricrations zerers
or banks particularly, on accowt of Lheir owrarshio of Sax
exenpt property.

Concerning the auspices under wi: ¢b tne tresent Yox o
banks and corporations "according to or merzured by" thelr vet
income was introduced, only brie? coment neei be made. MO U
report recomending the plan to the Legislature the srecia’ Taz
Commi ssion created under Chapter 455, Statutes of 1927, discuss:
its reasons for proposing the adcption of the measure, 1t snid
that the share tax method then enployed with reference to hesis
was probably invalid, citing the casé of Merchants National %Eew
of Richmond v. Richnond, 256 U._S. 635. I't discussed the icur
alternatives alTowabl'e under Section 5219, U S, Revised Statut:
relati n([q to state taxation of national banks, and concl uded tha*
"the onl'y practicable method of securlng% a substantial revenue
from the banks is to proceed under the fourth method permtted
by the federal statutes, and tax banks 'according to or measura:
by net income.'"  (Final Report of the California Tax Commissic
(March 5, 1929), p. 247.)

Di scussing the origin of this method, the Conmm ssion said:

_"The original proposal for this amendment was prepared =and
submtted to the congress as a result of the joint activities
O a commttee of the American Bankers Association and a commit
of the National Tax association, The known purpose of these
commttees was to nodify the 1923 anendnment so as to permt &
| aw such as the franchise tax on income of corporations in fore
in New York state to be applied to national banks., This inten-
tion is also plainly stated in the report of the House Commit%a:
on Banking and Curr'ency." (Final Report of the California Tax
Comm ssion (March 5, 1929), p. 259.)

~ Rejecti n% as undesirable the taxation of banks and corpc-
rations directly on their net income under the'third alternatix
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provided by Section 5219 of the U S. Revised Statutes, the
Conmi ssion assigned its reasons as follows:

"The third method may be discarded in favor of the fourth,
because under the fourth everythi ngi] cam,be acconpl i shed v[hich
may be gained by proceeding under the third, and-presunably
more besides, viz., the inclusion, if desired, of tax-ex=mpt
interest in the base." (Final Report of the California Tax
Conmi ssion (March 5, 1929), p. 26L.)

~Conti nui _ng its discussion of the problens involved sle
Conmi ssion sai a:

"As has been pointed out, the 1926 amendment tO Secticn
5219 was drafted with the avowed object of permtting the
inclusion in the tax base of such | ncone as the interest frem
tax-exenpt bonds. The point, however, has not been adjudicatec
and a suit (The Macallen Conpanv_v. Commonwealth of Massachu-
setts) has already been Tiled in Massachusetts questicning
the right of a state to include such interest,

"In the case of corporations ot her than banks, the poi nt
is not of vital inportance, Rut the banks hold such |arge
gua_nt_ltles of these tax-exenpt bonds that the effectofa
ecision holding that the state may not include themin the,
base woul d be ver%/ serious indeed. = An analysis of the replies
of the banks to the Conm ssion's guestionnaire indicates that
the non-inclusion of federal bond. isierest wounld reduce the
tax base of the banks approxzimately one-fourth gnd the non-
inclusion of all interest exemptc from the federal incone tex
woul d reduce that base by nore than one-half." (Final Repcrt
of the California Tax Comm ssion {(#arch 5, 1929),p.276.]
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Later, in explaining its opposition to a real estate off-
set in the new law, the Commission made it clear that the tax
was essentially one on income as a substitute for persona
property taxes, saying

"The Conm ssion regards the privilege of offset, which
has been granted to personal property, as a tenporary adjust-
ment, undesirable in itself, which sEouId e elimnated at the
earl i est pr actical nmonment. * % x % % %* % |he correct viewto
take of the situation is that the new franchise tax is essen-
tially a tax in partial substivution for the present taxes on

ersonal property, the local assessnent of such property being
emporarily contlnued, because it offers a convenient solution
of the problemof allocating the proceeds of this tax."

(Final Report of the California Tax Conmission (March 5, 1929},
p. 301, 302.)

_ This frank exposition of the notives underlying the adop-
tion of the tax on banks and corporations "according to or
measured by" their net income is closely remniscent of the
| anguage engloyed by the Massachusetts Tax Conm ssion and com-
mented upon by the United States Supreme Court in its decisjon
of the Macallen case (supra). Consequently, this part of the
"history™ of the California Act, to our discernnent, does not
differ vitally fromwhat transpired in Massachusetts,

_However, it is plain that our |aw contenplates the in-
clusion of income from exenpt sources in the tax base. If we
shoul d rule that the Comm ssioner erred in making the addi-
tional assessment to acconplish such inclusion, we should have
to do so upon the assunption that the Act is unconstitutional

_ The power to declare a |aw unconstitutional is one of the
hi ghest attributes of judicial authority. Athough we sit in
these matters as a quasi-judicial body, and must decide ques-
tions of law as well as of fact, we should not |ose sight of
the ultimate fact that we are not a Court but nerely an adminic
trative Board, The right of a mnisterial office to question
the constitutionality of a statute is generally denied,

(6 Ry C. L. 92.)

Itis true that we have occasionally asserted that right.
But this has been only under circunstances wherein such action
on our part was necesSary in order to protect the revenues of
the state and get the problem before the Courts, (Mller & Lw
v. Richardson, 182 Cal. 115.) In the instant case, and 1n alT
others TTke 1t before us, the taxpayers will have the opportun
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of taking the question to the Courts for decision. (Stats,
1929, Chapter 13, Sec. 30.)

It might be argued that, if the law is plainly unconstitu-
tional, mh¥ shoul d faxpayers be put to that trouble and expense
However, there is diversity of opinion as to the constitutiona
of the Act, and it seems to us desirable that this controversy
shoul d be settled by the Courts, Whose authority to hold acts
of the Legislature 1nvalid cannot be questioned.

- Much reliance is placed by the Comm ssioner on the deci-
sion of the United States District Court for the Southern Dis-
trict of New York on June 6, 1930, in the case of Ii.du.&a.r_l_o.n.a.L
Films Corporation of America v, Ward, Fed. (2d) ____ ,
“(reported in United States Daily in the issue of Friday,

June 6, 1930, at page 9), declaring that a taxing statute of

New York similar. to ours does not violate the federal Constitu-

tion although it includes incone derived from federal copyright:
in the tax base. This ruling is being vigorously contested
and will be carried to the higher courts.

~ On the other hand, the Supreme Court of Washington, in an
opi ni on handed down June 12, 13930, in the case of erdeen
Savings & Loan Assn. v. Chase.., PAC... , {(reported in
United States Daily in the issue of June 20, 1930, at page 9,
et seq. and June 21, 1930, at page 9) held tFlat an incone tax
nmeasure of that state patterned after the California statute,
save as to the classes of corporations included, is invalid
as an attenpt to tax income from exenpt sources.

Expressing nuch the same view -the Supreme Court of
Tennessee in a decision rendered on June 28, 1930, in the

case of | cksaf nufacturin rporation V. Qah}qm,
S. W. ) ‘Ereporteé In |Unltefj St at es %lly in the issue of
July 23, 1930, at Page 6) held that a corporate excise tax,

measured by net incone, may not be based upon royalties from
pat ents.

These decisions are indicative of the diversity of opinion
to which we have already alluded. In view of all the surround-
ing circunstances, we do not feel warranted in deciding that,
under the California Bank and Corporation Franchise Tax Act,
income from exenpt sources may not be included in the tax base.

Pursuant to the views expressed in the opinion of the
tBﬁardf on file in this proceeding, and good cause appearing
erefor,

| T |'s HEREBY orRDEReD, ADJUDGED AND DECREED, that the
action of Reynold E Blight, Franchise Tax Comm ssioner, in
overruling the protest or Vortox Manufacturing Conpany, a
corporation, against a proposed assessment of an additional
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tax of §4,110.54, with interest, under Chapter 13, Statutes of
1929, be and the same is hereby sustained.

Done at Sacranento, California, this 4th day of August,
1930, by the State Board of Equalization.

R E, Collins, Chairman
H G Cattell, Menber

Jno. C. Corbett, Menber
Fred E. Stewart, Menber

ATTEST: Dixwell L. Pierce, Secretary
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